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mize their tax positions, based
on all available inform ation.
This is im plied by the theory
known as rational expectations,
which holds that people learn
from past experiences and mis
takes and therefore cannot be
repeatedly “fooled” or “ripped
Julia K. Brazelton, PhD, and Wanda A. Wallace, PhD, CPA, CMA, CIA
off.” The m arket analyzes all
The following article is an abridged version of a
available information and creates a “rational
paper that is available on the AICPA Web site
expectation” of values. Moreover, to optimize
(www.aicpa.org). The complete paper offers more
th e ir tax p ositions, com panies develop
details and examples of the cases indicating discrep
dynamic adaptive processes over time. It is
ancies in the treatment of inflation, taxes, and dis
common business practice to reduce taxes
count rates by U.S. circuit courts; various tax treat
incurred to a level lower than the marginal
ments of damage awards; and tax considerations
statutory rate.
in damages for lost profits. Readers who cannot
The SEC tax data charts (tracking com
access the AICPA Web site can obtain a copy of the
pany marginal statutory, average effective and
full paper via e-mail (wmoran@aicpa.org) or call
marginal effective rates from 1970 to 1985)
201-938-3502.
show that the weighted industry average of 10
Taxes, inflation, and discount rates are the
of the largest conglom erates results in a
key determinants of economic consequences
worldwide effective tax rate of 23% and a
in many situations in which CPAs provide liti
U.S. rate of 18.7%, vs. the 46% m arginal
gation and other consulting services. The
statutory rate for large corporations in 1980.
impact of these three basic economic factors
The diversity of the definitions of these
on court decisions, however, has varied. CPAs
m arginal rates is an added com plication.
need to consider these variations in provid
W hether sound economic reasoning guides
ing services to clients and in offering expert
the choice among metrics is not apparent,
testimony.
and as the definitions in the exhibit on page
The courts’ treatm ent of alternate tax
5 reveal, the differences among the defini
approaches is one source of information the
tions are very real. The implications of these
CPA ought to consider when advising clients
tax rate differences affect dispute resolutions
on settlements in dispute resolution. Taxa
since taxes are such a prominent element in
tion may comprise the largest component of
economic decisions.
quantitative estimates for economic damage
awards. Anticipating both the role of taxes in
MARGINAL OR CONTEXTUAL?
damage computations and the tax implica
The theoretical question posing the dilemma
tions of damage awards can be helpful in
is: Should the core of economic theory that
making parties “whole” in dispute resolution.
stresses marginal decisions relate to individ
ual projects or should it be placed in the con
RATIONAL EXPECTATIONS
text of the individual company, with the idea
Companies develop tax strategies that opti
that rational expectations lead to both effec-
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tive tax planning and the creation of interde
pendent tax implications among the various
projects under consideration?
In 1986, Chirinko said, “Neither concept
would appear to be dominant in the analysis
of capital formation....Studies using average
returns are best viewed as complementary to
work on marginal returns..,"1
The latter concept of “complementarity”
helps reconcile the traditional textbook focus
on statutory rates and the practice norm of
modifying statutory rates to marginal rates
specific to a project’s context or average rates
specific to a company’s typical experiences.
Because the divergence of theory and prac
tice are common in the capital budgeting
process, the importance of such gaps in dis
pute resolutions merits consideration.
Exploring multi-period financial analysis is
particularly relevant to dispute resolution.
Since the advent of the income tax, courts
have considered the effect of three basic eco
nomic factors—taxes, inflation, and discount
rates—on damage awards.
DAMAGE AWARDS AND CONTRACT
RESOLUTION

The legal constituency responsible for arbi
trating contractual disputes, including the
determination of economic awards to injured
parties, has been inconsistent both in its
attention to the three basic economic factors
and in its approach to quantifying those fac
tors. This inconsistency in how the courts
have treated inflation, taxes, and the discount
rate is by no means uniform among the vari
ous circuit courts.

With decisions varying widely, this ques
tion arises: What role might the accounting
profession play in achieving consistent treat
m ent of basic econom ic decision com po
nents?
As we re p o rte d in Accounting Today:
“Although economic concepts clearly sup
port attention to inflation and discounting...
these economic dimensions have not been
uniformly embraced by circuit courts....In
many states, courts have reduced awards to
present value and perm itted testimony on
future increases in earning capacity.
“In more than half of the federal appellate
courts, inflation is ignored and economic
computations do not include information on
future earning potential....Indeed, is it not
surprising that in almost half of the circuit
case precedents we have identified, taxes are
not given attention?”2
SUBSTANTIAL ECONOMIC CONSEQUENCES

Dispute resolution entails substantial eco
nomic consequences. Examples of the magni
tude of claims for which tax treatments in dis
p u te re so lu tio n may vary d escribe the
potential economic consequences of the vari
ation in circuit court decisions. The largest
judgm ent in a patent infringem ent case in
U.S. history was issued on October 12, 1990,
in the damage opinion in Polaroid Corp. v.
Eastman Kodak Co. The award—$909.5 mil
lion—was based on a calculation of damages
on an aftertax basis that resulted in $350 mil
lion in taxes remitted.3 Not only are damage
computations replete with tax effects, but dif
ferential tax consequences likewise emerge

1 R Chirinko, “Business Investment and Tax Policy: A Perspective on Existing Models and Empirical Results.” N ational T ax J o u r 
nal, Vol. 37, No. 2 (June 1986), pp. 137-154 at p. 374.
2 June 2-15, 1997, p. 14.
3 John C.Jarosz, “Considering Taxes in the Computation o f Lost Business Profits,” C reig h to n Law Review, 25, 1991, pp. 41-72.
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depending on the type of dispute for which
damages are awarded.

Pretax vs. Aftertax Effects
Lost Business Earnings

TAX TREATMENT OF DAMAGE AWARDS

One issue is the potential role of the taxabil
ity of various damage awards as it relates to
the influence of the taxable status on dispute
resolution. The tax treatm ent of damages
varies and is subject to change. Indeed, The
Wall Street Journal recently discussed a contro
versial proposal to tax companies on punitive
damages paid to plaintiffs in civil lawsuits.4
Damages for lost profits are included in the
recipient’s gross income, damages attribut
able to injury to business reputation generally
are now included, damages for personal
physical injury are not subject to tax, and
damages related to nonphysical emotional
injuries and the punitive portion of all awards
are taxable. Burke 112 SCt. 1867 (1992) treats
awards for discrimination as income, holding
that a taxpayer has the burden of dem on
strating that the award inured from a tortlike
personal injury.
The following describes the significance of
such observations:
“The effect of taxes on the computation of
lost business profits...is important, yet the
courts have been slow in recognizing this
aspect of the problem. Most experts typically
present testimony regarding lost earnings
and profits on a pretax basis. However, unlike
personal (physical) injury cases where the
damages are received free of income taxes,
an award of damages for loss of business prof
its will usually be subject to income taxes.
Since courts tend to award damages in pretax
profits, in many cases they also simply dis
count the future lost pretax profits by a pre
tax discount rate....By using pretax income
and pretax discount rates, the courts may
penalize or reward a plaintiff rather than
putting the plaintiff in its original position.”5
Consider the following example, which
shows how by ignoring the effect of taxes on
interest earned on an award, a plaintiff easily
could be 12% short of “whole.” This simple
example illustrates the magnitude of error
possible by im posing taxes on the award
while disregarding the influence of taxes on
interest income, which is an extremely com-

Example:

The plaintiff, a taxpayer in the 40% bracket, wants
restitution yielding $10,000 annual aftertax earn
ings for 5 years at 8%.

Present value is $39,927; however, the present value should be
grossed up to cover the 40% in taxes, yielding $66,545. If we ignore
taxes on the interest, the cash flow will be $4,564 short. However, if
we earn 8% interest and discount the stream by 4.8% (pretax of 8%
is equivalent to an aftertax rate of 4.8%), the shortage is reduced to
$298.
In other words, taxes matter, the means of adjusting for tax effects are
significant, and the Interplay of taxes, discount rates, and inflation is rele
vant to damage determination.

mon practice injudicial decisions.
STATE, CIRCUIT, AND FEDERAL COURT
DISCREPANCIES

Discrepancies in the treatment of taxes exist
among state, circuit, and federal courts. This
inconsistency might be interpreted as differ
ences among court participants in their per
ceptions of the expected tax effects, the inter
action of inflation and discount rates, the
question of whether the tax effect is intended
to be disproportionately assigned, and the
realization that progressivity of statutory tax
rates should indeed influence these analyses.
Num erous authors have addressed the
impact of the progressive rate structure on
the calculation of dam age awards. Using
c o m p u ter sim ulations, researchers have
dem onstrated that taxes have a significant
effect on the computation of damage awards.
Because 1983 was a period of high inflation
rates, that, in part, led to observations that
the ratio of pretax to aftertax damages was
related inversely to both the time frame and
in fla tio n and positively c o rre la te d with
wages.6Many authors, however, insist that the
discounting of the future stream is inappro
priate because interest income is counter
acted by a corresponding decline in purchas
ing power.
State courts tend to recognize the impact
on the com putation of damage awards of

4 Jacob M. Schlesinger and Greg Hitt, “Clinton Wants to Tax Civil Damages, ” T h e W all S treet J o u rn a l (February 1, 1999), p. A3.

5 J. Meyer, P. Fitzgerald a n d M. Moin. “Loss o f Business Profits, Risk, and the Appropriate Discount Rate,’’ J o u rn a l o f Legal Eco
nom ics, Winter 1994, pp. 22-42.
6 B. Brush and C. Breeden, “Income Taxes and Economic Damages, ’’J o u rn a l o f Legal E conom ics, Summer 1994, pp. 51—63.
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inflation and of increases in future earnings
attributable to added skills. Such rulings gen
erally favor plaintiffs. In most states, courts
reduce awards to present value and permit
testim ony on in fla tio n a n d on fu tu re
increases in earning capacity attributable to
other factors. On the other hand, federal
courts tend to ignore inflation and discount
future streams, thereby benefiting defen
dants.

neys’ fees), foregone employee benefits,
uncertainties of investment returns in the
face of inflation, and similar factors requir
ing some “cushion” (McWeeney v. N. Y., N.H.,
& H.R.R. Co., 282 F 2d 34 (I9 6 0 )). The
inference to be drawn from such logic is that
the “tax savings” from n o t having future
income are in substance “legal fees.” This
“rule,” however, has not been consistently
applied by the courts.

WHO CONSTRUCTIVELY RECEIVES THE
ABATEMENT?

TAX RATE SELECTION

Damages received in personal physical injury
awards are not currently subject to federal
income tax (Internal Revenue Code section
104). Following the U.S. Supreme C ourt’s
1996 decision in O’Gilvie, 117 SCt 452 (1996),
it is clear that amounts paid to compensate
for injury continue to be excluded, while
punitive awards, which do not substitute for
the human capital destroyed by the accident,
constitute taxable income to the recipients.
Defendants in such cases, absent the injuri
ous event, w ould pay th e full earn in g s
am ount to the plaintiff over the plaintiff's
lifetime, not an amount reduced by taxes. It
appears it is the defendants who benefit from
the practice of reducing the earnings stream
by the anticipated taxes associated with a
damages computation. This is evident in the
fact that neither the government nor the vic
tim receives any benefit from this abatement.
Consider the following example depicting
the effects of inattention to taxes relative to
adjustments for taxes, following a 1980 U.S.
Supreme Court decision, Norfolk & Western
Railway Co. v. Liepelt, 444 U.S. 490 (1980).
Pre-1980

Plaintiff’s loss of future earnings
Less taxes
Award paid by defendant

After 1980 U.S.
Supreme Court Decision

$200,000

$200,000

N /A

80,000

$200,000

$120,000

Ironically, the defendant, who was held
culpable, enjoys relief from $80,000 of the
financial burden. But for the litigated loss of
earnings, the $80,000 would have been tax
collections.
Historically, courts offered varying ratio
nales for not reducing these awards for taxes,
including legal fees (court costs and attor-

In many areas of law, the use of tax rates in
award or settlement computations is logical
and often, though not always, supported by
judicial decisions; however, the selection of
the tax rate appears, at best, arbitrary. Of
interest is the evidence in cases involving
decisions that should consider the benefi
ciary’s tax rate. Logically, cases in which the
settlement is afforded tax exemption but is
intended to replace some taxable form of
income, such as compensation, should be the
most fruitful source of information. Of partic
ular im portance, therefore, are the cases
involving personal injury and wrongful death
awards. H istorically, th e courts initially
ignored tax rates in their computations; as
the federal income tax rate increased and
more citizens were exposed to a tax liability,
the courts placed emphasis on the use of the
recipients’ tax rates. Keep in mind that from
1861 to 1996, individual top bracket rates of
tax have fluctuated from 2% to 94% and cor
porate income tax top rates have fluctuated
from 1% to 52%.7
The first influential case to address the
issue of the plaintiff's tax rate was McWeeney.
Logically, if an award is based on future earn
ings that would have been subject to federal
income tax, the income stream should be
adjusted for taxes that will not be paid. The
court reasoned that the plaintiff’s loss of
earning power should be determined from
three elements: life expectancy, future nor
mal earning power, and the discount factor.
Although the concept of aftertax earnings
was discussed in McWeeney, the award ulti
mately ignored the plaintiff's tax rate.
In 1980, the U.S. Supreme Court, finally
ruling on this issue, asserted that the trial
court had erred in its exclusion of income tax
effects because the prevailing practice was to

7 William D. Samson, “Instructional Resource: Using Tax History to Teach the Concepts o f Tax Planning, ” Issues in A cco u n tin g
E d u catio n (Vol. 13, No. 3, A ugust 1998), pp. 655-692.
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ignore taxes as being relatively insignificant
and regard the future prediction of tax con
sequences as too speculative and complex for
a jury’s deliberation. This consequence of tax
effects was the sole issue heard by the Court
in Liepelt, which subsequently rejected the
notion that introducing evidence describing
a d e c ed e n t’s estim ated aftertax earnings
would be too difficult for a jury. The court
considered Liepelt’s tax rate, anticipated
future increases in his salary, and selected a
discount rate.
Since 1980, courts have had a judicial
mandate to compute awards related to pecu
niary benefits net of tax. Unfortunately, this
rule has complicated award computations.
Not only is the actual calculation convoluted,
but also there are no instructions for select
ing the appropriate tax rate. Indeed, the
rates quoted in subsequent cases seem arbi
trary and often are stipulated without any
regard for consequence or accuracy.
In addition to stipulating the necessity for
reducing awards by expected income taxes,
Liepelt anticipated a few of the difficulties and
arguments regarding selection of the federal
tax rate. O f course, future em ploym ent,
health, personal expenditures, interest rates,
and inflation are all subject to estimation and
prediction, so the fact that the income tax
rate is difficult to estimate is no excuse for
ignoring the tax effects.
Although the lower court considered the
tax implications of its calculations, it ignored
the interest rate used to discount the award
in Jones & Laughlin Steel v. Pfeifer, 462 US 523
(1983). Interestingly, inflation was disre
garded, but the income stream was increased
since an e x p a n d e d skill set w ould be
expected to command a greater wage.
While federal courts have not specifically
declined to delineate procedures for select
ing the appropriate federal tax rate, no guid
ance has been provided. Several cases involv
ing damages for personal injury or wrongful
death have rather arbitrarily indicated the tax
rate used to compute the award.
In Roselli v. Hellenic Lines, 524 F Supp 2
(1980), the court reinforced the concept that
the award should indeed be adjusted for
income taxes for the portion attributable to
lost wages. The judge extrapolated an effec
tive tax rate from the plaintiff's prior tax his
tory and expert testimony concerning his
probable future economic condition. The

Exhibit 1—Effective Tax Rates
Type of Effective
Tax Rate

Definition

1. Average effective cor-

Observed corporate taxes divided by “cor

porate tax rate

rectly measured” corporate income: current
cash flows, ignoring future consequences.

2. Average effective total

Observed corporate taxes plus property taxes

tax rate

plus personal taxes on interest and dividends
divided by total capital income.

3. Marginal effective cor-

The expected real pretax rate of return on a

porate tax wedge

marginal investment minus the real aftertax
return to the corporation.

4. Marginal effective corporate tax rate

The marginal effective corporate tax wedge
divided by the pretax return (tax-inclusive
rate) or by the corporation’s posttax return
(tax-exclusive rate).

5. Marginal effective total

The expected real pretax rate of return on a

tax wedge

marginal investment minus the real aftertax
return to the saver who provides the financing.

6. Marginal effective total

The marginal effective total tax wedge divided

tax rate

by the pretax return (tax-inclusive rate) or by
the saver’s posttax return (tax-exclusive rate).

calculation was deemed necessarily specula
tive because many variables affect the amount
of a wage earner’s future income tax liability.
EFFECTING CHANGE

Fair settlements should include attention to
rates of inflation, discounting, and taxation.
There is a lack of resolution regarding the
selection of appropriate tax, discount, and
inflation rates. The accounting profession
possesses the resources and the skills neces
sary to affect change in this area. In Doca v.
Marina Mercante Nicaraguense, 634 F 2d 30
(CA2 1980), the court summarized the prob
lem of court involvement in actuarial compu
tations: “The average accident trial should
not be converted into a graduate seminar on
economic forecasting” (at 39). This topic
remains in the purview of accountants and
economists.
CPAs involved in consulting and litigation
or other advisory capacities should carefully
consider the tax rate alternatives delineated
in exhibit 1 and, when involved in litigation
services, should consider the related case law
and the tax treatment of damage awards to
help guide their choices and anticipate the
courts’ likely considerations. CE
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FASB CONSIDERS
REVISING A P B
OPINIONS 16
AND 17
AICPA Subcommittee Offers Guidance to FASB
on Identifying and Valuing Corporate Intangible
Assets
Michael J. M ard , C P A /A B V , ASA

M ic h a e l
J.
M a rd ,
C P A /A B V , ASA is w ith
The Financial Valuation
Group, Tam pa, Florida.
M r. Mard chairs a task
force appointed by the
AICPA Business Valua
tions Subcom m ittee to
m o n ito r d evelo pm en ts
and provide feedback to
the Financial Accounting
Standards Board. He can
be reached via e-mail at
mmardfvgfl.com.

6

FASB is c o n sid e rin g a m o d ificatio n of
Accounting Principles Board (APB) O pin
ions no. 16, Business Combinations, and no. 17,
Intangible Assets. Opinion no. 16 concerns
accounting for business combinations using
either purchase or pooling of interests meth
ods, and Opinion no. 17 concerns measuring
and recording intangible assets and goodwill
from an acquisition. At this time, FASB is
strongly considering restricting or eliminat
ing the pooling of interests option for busi
ness combinations. Such an initiative would
effectively m andate purchase accounting,
which requires specific identification of
intangible asset values in an acquisition and
limits amortizing goodwill to a much shorter
period than the forty years currently allowed.
The term intangible assets refers to certain
long-standing legal rights and competitive
advantages acquired in a purchase. Although
intangible assets differ considerably in char
acteristics, useful lives, and relationship to
operations, they can be classified according
to several different bases:
▲ Identifiability (for example, patents,
copyrights, trademarks, customer relation
ships).
▲ Manner of acquisition (for example, pur
chased or developed internally).
▲ Expected period of benefit (for example,
established by law, contract, or economic
analysis by an appraisal professional).
▲ Separability (rights transferable without
title or inseparable from a business enter
prise).
Goodwill represents the amount of above
normal earnings attributable to an unidenti
fied intangible asset. This definition generally
conflicts with the legal definition of goodwill,
which represents the excess value of all assets
above tangible assets.

EDUCATIONAL PRESENTATION

On Wednesday, January 13, 1999, Michael J.
Mard, CPA/ABV, ASA, of the Financial Valu
ation Group (Tampa, Florida), and James R.
Hitchner, CPA/ABV, ASA, of Phillips Hitch
ner Group (Atlanta) presented an educa
tional session to FASB entitled “Identifying
and Valuing Corporate Intangible Assets.”
Mard and Hitchner, whose firms are mem
bers of the Financial Consulting Group, rep
resented the AICPA Consulting Services Busi
ness Valuation Subcommittee.
Mard and Hitchner began the presenta
tion emphasizing that the methodologies and
procedures so severely tested in the Tax
C ourt and the U.S. Suprem e C ourt also
applied to GAAP. Mr. Mard offered consider
ation of the definition of intangible assets
and provided a list of some 90 identifiable
intangible assets that have been acknowl
edged and accepted by regulatory bodies
such as the IRS and the SEC and by interna
tional auditing firms. Mard and H itchner
cited Newark Morning Ledger, 507 U.S. 546,
113 S.CT. 1670, in which Justice Blackmun
held that the taxpayer: (1) was able to prove
that a particular intangible asset can be val
ued and has a limited useful life and may
depreciate its value over its useful life regard
less of how much the asset appears to reflect
expectancy of continued patronage, and (2)
could depreciate its list of subscribers of the
newspaper it acquired, as the list had an
ascertainable value and limited life.
The Court affirmed the taxpayer’s posi
tion: “the question is not whether an asset
falls within the core of the concept of good
will, but whether it is capable of being valued
and w h eth er th at value dim inishes over
time.” Mard brought to FASB’s attention the
dissenting opinion specifically stating that the
IRS “regulation would suffer real internal ten
sion ... if modern accounting techniques were to
develop a subtlety sufficient to make an accurate
estimate of goodwill's useful life. [Emphasis
added.]”
Mard and Hitchner emphasized that the
methodologies used in “lifing” the asset were
tested in the Court with the same methodolo
gies used for GAAP purposes. They then
cited about 15 pages of additional cases in
which the courts had tested intangible assets
of various sorts.
H itchner presented three examples to
FASB that demonstrated the methodology of

S p e c ia l Is s u e 1 9 9 9

valuing the asset “assembled workforce in
place” using the cost approach; a trade name
using a relief from the royalty method with a
heavy emphasis on the market approach; and
technology using the incom e approach.
Mard presented lifing techniques for such
“wasting” assets as customer lists and a con
ceptual graph demonstrating the interrela
tionship of a business’s overall rate of return
with the rates of return of its individual com
p o n e n t assets. M ard and H itch n e r each
dem onstrated the practical experience of
valuing intangible assets and Mard provided
two sample intangible-asset reports.
CORRECTING THE DISPARITY

APB opinions. The board recognizes that a
large portion of the U.S. economy consists of
intangible assets that have no formal account
ing oversight and that the stocks represented
in Standard & Poor’s 500 composite index
(which account for approximately 70% of the
value of all publicly traded U.S. companies)
had book value of $1.2 trillion, but a com
bined market value of $4.6 trillion in 1995.
This suggests that the S&P 500 had intangible
asset value reco g n ized by the m ark et
investors of approxim ately $3.4 trillion,
nearly triple the book value of equity. After
meeting with the board, Mard and Hitchner
believe that the FASB is committed to cor
recting this disparity. E3

It is clear FASB is committed to revising both

the practice because of lack of
profitability. The earnings of
the shareholder-C PA s were
quite low. In fact, to continue
to operate, they had to loan
money to the practice. Acting
as directors of the corporation,
they voted to liquidate and dis
Tax Court Decision Will Affect Professional Practice Transactions
and Valuations
tribute all of the assets to them
selves.
M ark O. Dietrich, C PA /A B V
The assets included approxi
mately $59,000 of fixed assets,
Decisions in the case of Norwalk v. Commis
which DeMarta and Norwalk contributed to
sioner, TCM 1998-279, have substantial impli
another firm (Ireland) in exchange for part
cations for the valuation of professional prac
nership capital account balances of the same
tices. The case, which was decided by Tax
amount. Certain professional employees of
Court Judge J. Ruwe, involved an assertion by
the corporation established their own prac
the IRS of a gain on liquidation of an incor
tices subsequent to the liquidation, taking
many of their clients with them. The court
porated accounting practice.
noted that five years after the liquidation,
BACKGROUND
only about 10% of the preliquidation clients
Norwalk and DeMarta formed DeMarta and
were still serviced by the Ireland partnership.
Norwalk, CPAs, Inc. in 1985. Each entered
Ireland also leased the DeMarta and Norwalk
into employment contracts with the corpora
office space for approximately 21 m onths
tion th at specified the em ployee had an
after the liquidation.
“absolute right to unilaterally terminate this
During an audit of the tax return for the
agreement by providing...written notice...of
year of liquidation, the IRS maintained that
“customer-based intangibles” had been dis
ninety days.” The agreement also contained a
restrictive covenant that forbade competing
tributed to the shareholders in addition to
with the corporation during the term of
the fixed assets. The purported constructive
distribution resulted in a taxable gain to the
employment, but not thereafter. Finally, a
corporation as well as a gain to the share
n o n d isclo su re clause provided th a t the
holders. The IRS measured the value of the
employee could not disclose the practice’s
clients during or after termination of employ
in ta n g ib le s at $635,000, co n sistin g o f
ment.
$266,000 for the client list and $369,000 for
In 1992, DeMarta and Norwalk terminated
goodwill.

GOODWILL REQUIRES
ENFORCEABLE COVENANT
NOT TO COMPETE

EX
PER
TO
pinion
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THE COURT'S ANALYSIS

M ark O. Dietrich, C P A /
ABV, practices from his
o ffic e in Fram ingham ,
Massachusetts. He is the
author of the 2 9 9 9 Med
ic a l P ra c tic e Valuation
G uidebook (S e e CPA
Expert Winter 1 9 9 9 .) He
o ffers more a rtic le s
related to consulting with
and valuing medical prac
tic e s on his W eb s ite :
w w w .c p a .n e t. Phone:
508-820-0101; fax: 5088 7 9 -9 8 8 1 ; e-m ail : d iet
rich@cpa.net.

8

The Tax Court said that goodwill previously
had been recognized as a “vendible asset
which can be sold with a professional prac
tice,” citing, for example, Watson v. Commis
sioner, 35 TC 203 (1960). Goodwill in an
accounting firm “may include an established
firm name, a general or specific location of
the firm, client files and workpapers.. .a repu
tation for general or specialized services, an
ongoing working relationship between the
firm’s personnel and clients, or accounting,
auditing and tax systems used by the firm.”
The C ourt went on to say that “goodwill,
then, is an intangible consisting of the excess
earning power of a business. ...usually this
extra value exists only because the business is
a going concern....Goodwill may arise from:
(1) the m ere assembly of the various ele
ments of a business, workers, customers, etc.,
(2) good rep u ta tio n , custom ers’ buying
habits, (3) list of customers and their needs,
(4) brand name, (5) secret processes, and (6)
other intangibles affecting earnings.”
During the presentation of expert testi
mony, the IRS witness conceded that “with
out an effective noncompetition agreement,
the clients have no meaningful value.” The
court also noted that many of the clients had
followed the corporation’s nonshareholder
CPAs to their own practices subsequent to
the practice’s dissolution: “These characteris
tics did not belong to the corporation as
intangible assets, since the accountants had no
contractual obligation to continue their association
with it." [Emphasis added.]
The court concluded that the practice had
no goodwill that could be distributed, citing
MacDonald v. Commissioner, 3 TC 727: “We
find no authority which holds that an individ
ual’s personal ability is part of the assets of a
corporation by which he is employed where,
as in the instant case, the corporation does
not have a right by contract or otherwise to
the future services of the individual.”
ASSESSMENT OF THE COURT'S OPINION

It is well established in the business world, as
well as the courts, that the transfer of a profes
sional practice’s goodwill generally requires
an enforceable covenant not to compete in
order to be fully effective. Goodwill actually is
a misnomer, as the individual components of
intangible value frequently present, according
to the court, are identifiable. The term good

will is best left to define the portion of excess
earning power not attached to any other
intangible asset. The portion of excess earn
ing power that attaches to the individual is
commonly referred to as personal or profes
sional goodwill, and the rem ainder may be
referred to as practice or business goodwill.
A lthough the Tax C ourt provided an
exhaustive listing of the potential compo
nents of intangible value, it focused its con
clusion on that element of intangible value
called personal goodwill. Although not stated
explicitly by the court, many of the other ele
ments of intangible value probably were not
present because the practice was dissolved.
For example, the intangible asset workforcein-place was not present since most of the
firm’s employees went on to competing prac
tices. The practice ceased to function as a
going concern after the liquidation, so the
workforce-in-place asset, if present at all, was
substantially diminished. Since DeMarta and
Norwalk had to make personal loans to the
practice to keep it operating, it is unlikely any
excess earnings attributable to practice good
will were present.
On the o th er hand, some elem ents of
intangible value may have been overlooked.
The firm DeMarta and Norwalk joined used
the practice’s office space for nearly two
years, so the intangible value associated with
location m ight have been deem ed to be
transferred. The client files and workpapers,
cited by the court as an intangible, also seem
to have been transferred, and some of these
went with the shareholders and were used in
their new firm.
IMPLICATIONS FOR PROFESSIONAL PRACTICES

The Norwalk case has significant and perhaps
far-reaching implications, especially in light
of the spate of acquisitions of physician prac
tices by exempt hospitals and other entities.
The IRS currently is conducting audits of
such transactions. Many such audits will
result in appellate and court proceedings as
to the applicability of penalties under the
intermediate sanctions provisions of the Tax
payer Bill of Rights.
The core of the court’s argument is that
an incorporated practice has no claim to the
goodwill associated with an individual practi
tioner (personal/professional goodwill) in
the absence of a specific contractual right:
“We find no authority which holds that an
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individual’s personal ability is part of the
assets o f a c o rp o ra tio n by w hich he is
employed where, as in the instant case, the
corporation does not have a right by contract
or otherwise to the future services of the indi
vidual” (Norwalk, citing MacDonald). This
decision has substantial tax planning implica
tions in the sale of any incorporated profes
sional practice taxed as a C corporation. The
portion of the sale proceeds allocable to per
sonal or professional goodwill do not belong
to the corporation unless the individual is
bound contractually to the corporation. This,
in turn, means that such proceeds can then
be paid directly to the individual, and the
characterization of those proceeds may be
ordinary or capital, depending on the facts
and circumstances of a particular case.
The decision of the court seems to par
tially void the notion that a taxpayer is bound
by the advantages and disadvantages of the
form of entity chosen. During the lifespan of
the corporation in Norwalk, the benefit of the
goodwill of the individual sh areh o ld ers
inured to the corporation. From some of the
p rio r case law, one m ight conclude that
incorporating a professional practice results
in the transfer of the value of personal good
will to the corporation. In Norwalk, one would
conclude that no such transfer took place
unless there was an affirmative statement of
transfer via a noncompete or similar provi
sion. This may constitute a major planning
opportunity in the form ation of a profes
sional corporation. In the IRS’s view, the sala
bility of personal goodwill is a function of the
specifics of the tra n sa c tio n , in clu d in g
whether the buyers thought they were pur
chasing it and the sellers thought they were
selling it (private le tte r ru lin g [PLR]
9621002).
According to the IRS Continuing Education
Program Text on Valuation, valuing a physician
practice in co nnection with a sale to an
exempt hospital requires use of a discounted
cash flow m ethod to determ ine business
enterprise value. Implicit in this m ethod is
the assum ption that all of the intangible
value reflected in the practice’s earnings
stream was transferable. The Norwalk case
states explicitly that personal goodwill is not
transferable in the absence of a covenant not
to compete. Inclusion of such a covenant
between the buyer and the selling corpora
tion and physicians presumably is the norm,

but in several states (for example, Massachu
setts and Alabama) the enforceability of such
a covenant is either questionable or moot. In
Florida, such a covenant is enforceable only if
irreparable harm can be shown. Further, as
noted above, the portion of the transaction
consideration attributable to personal good
will is not a corporate asset unless the corpo
ration has a contractual right to it.
At a minimum, many incorporated prac
tices are likely to have reflected, as income,
sales proceeds properly attributed directly to
their individual shareholders who had no
noncompete agreements. Further, reporting
such proceeds as corporate income and then
paying the cash out as com pensation to
shareholders may result in an unreasonable
compensation attack by the IRS. If the pro
ceeds were paid as a liquidating distribution,
as argued by the IRS in the Norwalk case, cor
porate-level tax would have been unnecessar
ily incurred.

This decision has
substantial tax
planning
implications in the
sale o f any
incorporated
professional practice
taxed as a C
corporation.

IMPLICATIONS FOR VALUERS

The case also has important implications for
valuers. It suggests that, in valuing a profes
sional practice operating as a C corporation,
the valuer should review the employment
contracts and other documents of the share
holders to ascertain whether personal good
will is an asset of the corporation because of a
noncom pete agreem ent. If it is not, such
goodwill should either be excluded from the
valuation or valued separately and specified
as a noncorporate asset.
Norwalk also appears to place a premium
on separately identifying the various compo
nents of intangible value, rather than lump
ing them together into a single category
labeled goodwill. In a court proceeding, a val
uation that measures a single quantity good
will may have no probative value if it can be
shown that only certain portions of the good
will were relevant and it offers no evidence
on the value of the individual components. It
seems likely that, in Norwalk, the IRS would
have succeeded if it had argued that the loca
tion, and particularly the client files and
workpapers, had value independent of the
shareholder-CPA s, or of two am orphous
assets called “goodwill” and “client list.”
TIMELY OPPORTUNITY

A substantial portion of valuations are con
ducted with the expectation that the tax
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Other Relevant Precedent
(Portions of the following analysis are taken from The 1 9 9 9
Medical Practice Valuation Guide Book, Including the Influ
ence of Managed Care, by Mark O. Dietrich, CPA/ABV,
© Windsor Professional Information, 1999).

It would be unwise to view Norwalk and the cases cited
there as conclusive with respect to whether transferable
goodwill exists in a professional practice. A Tax Court
memorandum decision generally applies to cases involv
ing disputes as to facts, not as to the law; the latter cases
are the subject of regular Tax Court decisions. A differ
ent result might have been reached under slightly differ
ent circumstances, or had the IRS done a better job pre
senting its view of the facts. Other case law has had an
impact on practices operated as C corporations and the
presence of goodwill.
A general rule of tax law says that taxpayers are
bound by the form of entity they choose to operate
under. For example, according to Gregory v. Helvering,
293 U.S. 465, 469 (1935), “Although a taxpayer has the
right to arrange his affairs to reduce his tax liability, the
substance of a transaction must govern its tax conse
quences regardless of the form in which the transaction
is cast” (Wright v. Commissioner, TC Memo 1993-328).
Jamar v. Commissioner, TC Memo 1991-602, quotes the
following: “In Burnet v. Commonwealth Imp. Co., 287 U.S.
415, this Court appraised the relation between a corpo
ration and its sole stockholder and held taxable to the
corporation a profit on a sale to its stockholder. This
was because the taxpayer had adopted the corporate
form for purposes of his own. The choice of the advantages
of incorporation to do business, it was held, required the accep
tance of the tax disadvantages. [Emphasis added.]”
In addition, Moline Properties v. Commissioner, 319 U.S.
at 440; David F. Bolger, 59 T.C. at 766, states: “Having
set up a separate entity through which to conduct their
affairs, petitioners must live with the tax consequences
of that choice. Indeed, the very exigency which led to
the use of the corporation serves to emphasize its sepa
rate existence.”
For many years, the IRS took the position, stated in
revenue rulings 57-480 and 60-301, that a sole practi
tioner in the professions could not “sell” goodwill if it
was “dependent solely upon the professional skill or
other personal characteristics of the owner.” The IRS
backed off somewhat from this position after a series of
adverse court rulings, including the Watson case cited in
Norwalk, which modified the position in revenue ruling
64-235 to “remove the implication that, as a matter of
law, no salable goodwill exists in a professional firm
which is solely dependent upon the professional skill or
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other personal characteristics of the owner.”
The IRS m odified its position on the m atter yet
again in revenue ruling 70-45.
The IRS has reconsidered revenue ruling 64-235,
C.B. 1964-2, 18, which relates to w hether payments
received by a professional man when admitting part
ners to his practice represent consideration for the
relinquishment of his right to a portion of the future
earnings of the practice. That ruling is based on the
premise that, although the facts of a particular case
might support a transfer of goodwill by a professional
man who sold his entire practice, he could not, as a
matter of law, make a partial transfer of goodwill when
admitting partners to share in his practice.
Upon reconsideration, the IRS held that the ques
tion of whether there has been a partial transfer of
goodwill or merely an anticipatory assignment of future
earnings of the practice will be treated as a question of
fact.
As recently as 1996, in PLR 9621002, the IRS took a
position fundamentally consistent with that of revenue
rulings 64-235 and 70-45: “Taxpayer also cites MalcolmJ.
Watson v. Commissioner, 35 T.C. 203, 213 (1960), for the
proposition that compensation for the use of goodwill
produces capital gain and that goodwill is viewed from
the transferee’s standpoint as “an opportunity to suc
ceed to the advantageous position of his predecessors.”
While it is true that goodwill is a capital asset, ability,
skill, experience, acquaintanceship, or other personal charac
teristics or qualifications do not constitute goodwill as an item
ofproperty, nor do they exist in such form that they could be the
subject of a transfer. (See Watson, at page 210 quoting
Providence Mill Supply Co., 2 BTA 791 (1925) [Emphasis
added.]”
According to PLR 9621002: “Moreover, Watson is fac
tually distinguishable from this case. Watson involved
the sale of a professional accounting practice by one
accountant to two other accountants with whom he had
form ed a p a rtn e rsh ip . T he term s o f the co n tract
expressly provided that Watson was selling, among other
things, the goodwill of his accounting practice. The
purchasers thought they were buying goodwill. Further
more, the Tax Court extended capital gain treatment
to the taxpayer in Watson because he proved he possessed
goodwill, separate and apartfrom his personal skills and abili
ties, which he could transfer. [Emphasis added.]”
The IRS may take seemingly inconsistent positions.
It is clear, however, that the transaction documents
must clearly indicate that goodwill was separately bar
gained for in order for an individual to report pay
ments for goodwill as capital gain items rather than as
ordinary income from a noncompete agreement.
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authorities are likely to review them. In the
health care industry, for example, a large
number of recent transactions are the subject
of regulatory review. The Norwalk case offers
a timely opportunity for valuers to review the

factors influencing the value and transferabil
ity of professional goodwill and to develop
potential defenses to IRS positions adverse to
corporate treatment of intangible asset pay
ments attributable to shareholders. CE

industries and is relatively
inexpensive ($129 for
printed or electronic ver
sions). However, before
using th e RMA data,
appraisers should be aware
Integra Information’s Business Profiler Software Offers Support to Both
of two major issues:
Large and Small Firms
1. RMA retains the copy
right to all data. No repro
Eva M. Lang, CPA
duction is perm itted with
Benchmarking is fundamental to the finan
out written permission. Users of the data
cial analysis at the heart of every business val
m ust enter into a royalty agreem ent with
uation, as well as many other consulting ser
RMA each time the data are used.
vices engagements. Business appraisers must
2. Data are gathered from the financial
be able to judge how a subject company is
statements of companies applying for loans
perform ing relative to its peers. U nfortu
with RMA mem ber institutions. Therefore,
nately, it is difficult to obtain benchmarking
the data are not representative of the broader
information for privately held companies in
universe, which also would include compa
an industry.
nies without debt or with access to other
funding sources.
SOURCES OF PRIVATE COMPANY
Another popular source of comparative
BENCHMARKING DATA
private company data is the IRS, whose Statis
There are few sources for comparative data
tics Division publishes the Statistics of Income
on privately h e ld com panies. Business
Source Book. The book contains comparative
appraisers looking to incorporate bench
industry ratios based on a statistical sampling
marking data in a valuation of a closely held
of more than 2 million U.S. corporate tax
company typically will look for information
returns.
from either Robert Morris Associates (RMA),
The IRS data have several advantages over
the IRS, a commercial service such as Dun &
other sources. They are the most comprehen
B radstreet, or a trade association. A new
sive available. The large num ber of compa
resource, the Business Profiler from Integra
nies in the database covers businesses of all
Information has recently become available,
sizes, industries, and financial structures. The
giving business appraisers another choice for
printed version of the data is inexpensive,
comparative operating data.
available for $29 from the Government Print
O ne source widely used by business
ing Office. Unfortunately, the IRS data have
appraisers is the Annual Statement Studies by
one major drawback—the material is out-ofRobert Morris Associates (RMA), a financial
date; for example, information from the 1995
services trade association that specializes in
tax year was published in September 1998.
lending and credit risk information, research,
Another source, Dun & Bradstreet’s Key
and training. The publication contains com
Business Ratios, is based on data D&B col
parative financial ratio information covering
lected for its credit reporting service and con
approxim ately 500 industries. T he data,
tains information for both publicly and pri
taken directly from the financial statements
vately held companies. Leo Troy’s Almanac of
Business and Financial Ratios is derived from
of m ore than 140,000 custom ers of RMA
the IRS data mentioned above. Some trade
m em ber institutions, is available in book
form and on CD-ROM and diskette.
associations also provide comparative data,
Many appraisers choose the RMA informa
but the scope and cost vary greatly from
tion because it covers a large num ber of
industry to industry.

FINDING PRIVATE COMPANY
BENCHMARKING DATA

Eva M . Lang, C P A , a
c o n trib u tin g e d ito r, is
based in Memphis, Ten
nessee. She is a member
of the AICPA Business
Valuations and Appraisals
Subcommittee.
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INTEGRA BUSINESS PROFILER

Integra Inform ation recently entered the
m arket for comparative private company
information with its Business Profiler software,
which Integra m arkets prim arily to large
financial institutions that use it to evaluate
the creditworthiness of their private com
pany customers.
To overcome the problem with using the
IRS data, Integra developed sophisticated
modeling techniques incorporating data from
oth er (prim arily governm ent) sources to
bring the IRS data up-to-date. Pulling infor
m ation from m ore than 30 other sources,
including proprietary databases developed
from data collected from financial institution
clients, Integra developed an extensive data
base built around the core IRS data.
In te g ra uses this d a ta b a se — called
InfoBase—as the basis for Business Profiler,
which is available on CD-ROM or as individ
ual industry reports that are downloadable
from the In te rn et. The industry reports
describe the norm ative financial p e rfo r
mances of privately held businesses in any of
more than 900 industry sectors and 13 sales
ranges.
Several report options are available. The
three-year report includes a detailed descrip
tion of the industry sector being analyzed
and features three-year historical balance
sheet and summary income statements in
dollar and percentage formats, as well as
eight financial ratio indicators and bar charts
of key performance indicators. The five-year
industry report offers highly detailed fiveyear historical income statements and bal
ance sheets in dollars and percentages. This
report also offers four-year cash flow analyses
and more than 60 key ratio indicators.
The Business Profiler also allows users to
input summary financial statem ents for a
subject company and then, using Standard
Industrial Classification codes, to select an
industry to produce a report showing side-byside comparisons between the company and
its industry.
Users of the CD-ROM version can create
comparative company profiles for several
subject companies, which then can be saved
and retrieved. The information also can be
exported to a spreadsheet. The CD-ROM is
easy to install and use. The Business Profiler
has a clean interface with a m inim um of
graphics. Users can view and print thirteen

12

different reports, such as income statement,
balance sheet, and cash flow analysis, or any
of more than sixty ratios. There is also an
excellent charting feature that allows users to
graph any of the line items or ratios.
The help in the CD-ROM version features
detailed definitions of the dozens of ratios
and financial statem ent items used in the
reports, but assistance for technical issues is
not as extensive. For example, users looking
for inform ation on exporting data into a
s p re a d s h e e t will n o t fin d an e n try for
“export” in the help index. Fortunately, Inte
gra offers a feature that is increasingly rare
among software developers—toll-free sup
port. If the help screens do not answer a
user’s question, a real person is available for
consultation.
Subscribers to the CD-ROM get an update
every three to four months with the latest
industry information. The frequent updates
give Integra the opportunity to refine the
product frequently and to pass along new
features quickly.
It is expensive to put together a database
this large, nor to provide this level of service
to users. Subscribers to the CD-ROM version
should be prepared to pay approximately
$10,000 annually to place the Business Profiler
in a small office. Integra is marketing this
product primarily to financial institutions
and larger accounting, appraisal, or consult
ing firms. Fortunately, they have not over
looked the smaller firm market. Individual
industry reports can be downloaded from
the Integra Web site and are priced on a
transaction basis. Three-year reports are
offered for $59.95 per report, and the fiveyear reports are offered for $129 each. Cus
tomers also may set up discounted multire
port subscription plans by contacting Integra
directly.
OTHER INTEGRA PRODUCTS

While the Business Profiler is clearly Integra’s
primary product, the company is developing
o th e r products directed at accountants,
bankers, valuation specialists, m erger and
acquisition professionals, and business own
ers.
A product of interest to many appraisers is
the Integra Industry Narrative Report, which
is a comprehensive three- to five-page industry
analysis on a national or regional basis. The
report is customized to an individual industry
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or industry segment identified by the user. A
sample report currentl y on the Integra Web
site covers the dental industry in some detail,
including Health Care Financing Authority
statistics and forecasts. The cost for these indepth reports is $600, but users can combine
the purchase of a narrative report with a Busi
ness Profiler report at a discount.
In a joint venture with Inc. magazine, Inte
gra is offering two products downloadable
from the Inc. Web site. One is the Bench
m ark Report, which allows users to input
financial statements to generate a three-year
comparative report. The other is the Valua
tion Report, which, according to Inc., “gives
you a fast, cost-effective and straightforward
valuation of your business for $199.” Inc. pro
motes the Valuation Report “as a guideline
which should not be construed as a replace
m ent for a complete, comprehensive valua
tion conducted by a qualified professional.”

Web Sites for Providers of Benchmarking
Information
Dun & Bradstreet Industry Norms and Key Business Ratios
www.dbisna.com/industry/pindustryl2.htm

Integra Information
www.integrainfo.com/products.html

Internal Revenue Service Statistics of Income
www.irs.ustreas.gov/prod/taxstats/index.html

Robert Morris Associates
www.rmahq.org

GOING FORWARD

The Business Profiler, in CD-ROM format or by
individual report, can be a solid addition to
the practitioner’s library of business valuation
tools. Watch for enhancements to this prod
uct as Integra plans the addition of a forecast
ing feature. CE

STOCKS, BONDS, BILLS AND IN FLA TIO N VALUATION EDITION

BOOK

Stephen J. Bravo, C PA /A B V

Starting this year, Ibbotson Associates will offer
separate editions of Stocks, Bonds, Bills and
Inflation (SBBI) for two markets—the valuation
community and the financial planning com
munity. (This year also will be the last year of
publication of the classic SBBI Yearbook that
many valuers subscribe to.) Users of SBBI now
will have to decide between the Valuation Edi
tion and the Investment Edition that most SBBI
users are familiar with.
The chapter titles of the Valuation Edition
tell the topics of this edition:
▲ 1: “Introduction to the Cost of Capital”
▲ 2: “The Equity Risk Premium”
▲ 3: “Beta Estimation Methodologies”
▲ 4: “Firm Size and Return”
▲ 5: “Fama-French Three Factor Model”
▲ 6: “International Cost of Capital”
An appendix is entitled “Equity Risk Pre
mium over Time.”
The Valuation Edition attempts to answer
the most commonly asked questions about
using Ibbotson data in cost of capital analysis.
This edition has expanded the discussion of
using Ibbotson data in the build-up approach.
There is a stronger defense of the equity risk

premium methodology and an analysis and
defense of the size premium. Valuation practi
tioners using betas will find that the scope of
Chapter 3 ranges from the basic elements to
the very advanced elements of this topic.
The appendix, “Equity Risk Prem ium
Over Time,” contains data that up to now
were unavailable on the Ibbotson Web site.
These data will allow practitioners to calcu
late the equity risk prem ium and size pre
mium for any time horizon.
The Valuation Edition provides equity risk
premium statistics for different large capital
ization proxies. Changing from one proxy to
the next can have a material impact on the
overall equity risk premium. This impact is
discussed in detail.
The Valuation Edition does not emphasize
the rate of return data that have been pub
lished historically in the annual SBBI Year
books. So practitioners won’t find monthly
and annual U.S. asset class returns and index
values from 1926 to the present, market high
lights, commentary on past year’s events, sta
tistics, graphs, tables com paring historic
investment performance, and forecasting dis-

Stephen J. Bravo, C P A /
ABV is with Apogee Busi
ness V a lu a tio n s , In c .,
Framingham, Massachu
s e tts . Phone: 5 0 8 -8 7 2 6060; fax 508-872-0055;
e-mail: sbravo@apogeebv.
com.
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cussions. Practitioners who want that infor
mation also should plan on purchasing the
1999 classic SBBI Yearbook.
The Valuation Edition certainly cannot
cover everything practitioners would want to
know about developing the cost of capital for
business valuation purposes. However, practi-

tioners who read the Valuation Edition and
use the data in th e ir business valuation
reports should have an easier time when
defending reports in court.
The Valuation Edition of SBBI is priced at
$120. If ordered through www.Ibbotson.com,
you can save $10 on shipping. CE

a n d e n h a n ce s th e ir m ar
ketability. Forensic account
ing includes every branch of
accounting knowledge.
In order to define the prac
Ronald L Durkin, CPA, CFE, CIRA, and Henry Stotsenberg, CPA
tice of a forensic accountant
and determine whether litiga
Over the past 20 years, CPAs have used the
tion and dispute resolution services profes
term forensic accounting to describe their litiga
sionals can be classified as such, we need to
tion services practices. CPAs who conduct
take an historical perspective of the term
fraud investigations refer to the work they do
forensic and to understand the five essential
as forensic accounting, and CPAs who are called
elements relating to the practice of forensic
accounting.
on to testify about the compilation of eco
nomic damages, the value of a business or
financial matters related to marital dissolu
HISTORY OF THE WORD FORENSIC
tion refer to themselves as forensic accountants.
Black’s Law Dictionary defines forensic as
In 1983, Frank Dykeman, a former partner
“belonging to the courts of justice.” The Latin
with Price Waterhouse, was first to use the
root forensis means “of the forum,” the place
term in the title of his seminal thesis, Forensic
where trials were held in Ancient Rome.
Accounting: The Accountant as Expert Witness.
The advent of our modem criminal justice
More recently, a local practitioner testifying
system spawned the development of forensic
on economic damages at the O. J. Simpson
sciences. In 1932, the FBI laboratory was
civil trial described him self as a forensic
established. With only a m icroscope and
accountant. No other single event caught the
other miscellaneous equipment, agents solved
media’s attention regarding the performance
very high-profile cases, including the Lind
of litigation services by an accountant than
bergh kidnapping. This scientific approach to
did this rather insignificant point made by an
solving criminal cases was the start of a highly
expert witness during an otherwise high-pro
specialized area of practice called forensic sci
file trial.
ence, which more recently has crossed over to
Why is this issue now coming to the fore
civil litigation as well. A statutory definition of
after so many years of disinterest? Are all
a forensic scientist also can be found:
accounting professionals who perform litiga
“...a person engaged exclusively in collecting
tion and dispute resolution services correct in
and analyzing physical evidence and data relat
ing to an accident or other matter and compil
saying they are forensic accountants? What is
ing such evidence or data to render an opinion
a forensic accountant?
of likely cause, fault, or circumstance of the acci
Could it be that forensic accountant sounds
dent or matter. [Emphasis added.] ”
much more impressive to a jury than accoun
Although
Black’s Law Dictionary does not
tant, investigative accountant, or certified public
refer to forensic accounting, it defines other
accountant? We believe this is true. This fact,
forensic practices including forensic medi
coupled with the growing interest of the
cine, forensic linguistics, forensic psychiatry,
m edia an d lawyers, has fo rc e d CPAs to
forensic pathology, and forensic engineering.
change the way they view themselves and
their practices. Historically, CPAs have always
tried to distinguish themselves and their pro
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fessional services from other practitioners. A
In 1986, the AICPA first defined the role of
new “brand nam e” describes what they do
the CPA in litigation services in Technical
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Consulting Practice Aid, no. 7, Litigation Ser
vices. The practice aid described various types
of engagements and provided examples of
reports, schedules, and engagement letters
and a glossary of legal terms. When the prac
tice aid was revised in 1993, it said:
“When engaged to participate in the [litiga
tion] process, CPAs analyze what actually hap
p e n e d , develop assu m p tio n s a b o u t w hat
would... [be] ...b u t/or certain circumstances,
and explain these facts and assumptions in the
form of an opinion. CPAs exercise these func
tions in either of two roles. As consultants,
CPAs explain their findings and conclusions to
the attorney who hired them. As expert wit
nesses, they express opinions that assist the
trier of fact (for example, a judge, jury, arbitra
tor, or mediator) in understanding highly com
plex or ‘scientific’ issues.”

The revised practice aid also provides the
following definitions:
“Forensic Accounting— T he ap p licatio n s of
accounting principles, theories, and discipline
to facts or hypotheses at issue in a legal dispute
is called forensic accounting. It includes every
branch of accounting knowledge.
“Forensic—Belonging to or having application
to courts of law.”

FIVE ELEMENTS OF FORENSIC ACCOUNTING

The following five elements are essential to
the practice of forensic accounting:
1. Applicability to the courts of law.
2. Use of special or expert knowledge.
3. Application of this special or expert
knowledge to a legal dispute or issue.
4. Rendering expert opinions to assist a
trier of fact or a lawyer.
5. Knowledge of the Federal Rules of Evi
dence.
By definition, the term forensic m eans
belonging to or having application at courts
of law. This definition encompasses any legal
proceeding wherein judicial action is pend
ing or has been taken by a trier of fact. Thus,
the practice of forensic accounting is part of
the judicial process and, in particular, rele
vant to courts of law.
Federal Rule of Evidence 702 says courts
may allow testimony from witnesses who are
qualified as experts by knowledge, skill, expe
rience, training, or education. CPAs bring
extensive experience, training, and educa
tion to the judicial process, along with the
ability to objectively identify, analyze, and
interpret relevant and competent financial
and accounting data and information. These

attributes are required of CPAs if they are to
comply with professional standards, especially
those related to professional competence,
objectivity, integrity, and sufficient compe
tent evidential matter.
What distinguishes a forensic CPA from
other CPAs is his or her ability to apply that
special and expert knowledge to legal issues.
CPAs constitute the only profession that is
licensed to provide audits and other attesta
tion engagements. In performing attestation
engagements, CPAs gather sufficient compe
tent evidential matter to express an opinion
on financial statements and transactions. The
gathering process includes inspection, obser
vation, inquiry, and confirmation to afford a
reasonable basis for an opinion (AICPA Pro
fessional Standards section AU 326). No other
profession has such a license.
Although driven by auditing requirements,
this standard of evidential matter forms the
foundation for advancing to the next level,
which is the ability to apply this special and
expert knowledge to a legal dispute.
For a forensic accountant, the traditional
audit methodology is redefined at the “foren
sic level” to include such concepts as—
▲ Not limiting the scope of the engage
ment based on materiality.
▲ Not accepting sampling as evidence.
▲ N ot assum ing m an a g e m e n t has
integrity.
▲ Seeking the best evidence, n o t ju st
acceptable evidence.
▲ Melding the requirements of the evi
dential matter standard with the Rules of Evi
dence.
In addition, the auditor is more proactive,
whereas the forensic accountant reacts to
complaints related to financial and account
ing issues. In some cases, forensic accoun
tants may conduct after-the-fact examinations
related to fraud allegations, damage calcula
tions, valuations, and dom estic disputes.
CPAs may also provide proactive accountingrela te d services, such as assessing risks,
reviewing internal controls, and establishing
fraud prevention mechanisms.

The Canadian
Institute of
Chartered
Accountants uses
the term forensic
in its newly created
credential
Investigative a n d
Forensic
A ccountan t.

RENDERING EXPERT OPINIONS AND ADVICE

The purpose of providing forensic services is
to provide expert opinion or advice on a legal
issue that assists an attorney or trier of fact.
The rendering of such an opinion is an essen
tial element in defining the practice of foren
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sic accounting. Opinions, however, may or
may not be based on forensic evidence.
A forensic-based opinion is founded on
the evidential matter from which the opinion
is formulated. Evidential matter (subject to
the expert’s interpretation) and the expert’s
opinion are indistinguishable, whereas a nonforensic-based expert opinion may not be.
For example, a valuation expert can opine on
value independent of any evidential matter
that tells what the “value” is.
RULES OF EVIDENCE

There is a similarity between the CPA profes
sion’s evidential m atter standard and the
Rules of Evidence. The evidential m atter
standard (AU326) requires that a CPA pos
sess certain knowledge regarding the compe
tency of evidence. Evidential matter consists
of the underlying accounting data. To be
competent, evidence must be both valid and
relevant.
The requirements of the Federal Rules of
Evidence standards are similar to AICPA Pro
fessional Standards: Evidence must be rele
vant, material, and competent. Irrelevant evi
dence is inadmissible. To be material, it must

AICPA
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Jersey City, NJ 07311-3881
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have a direct bearing on the facts at issue. To
be com petent or useful, evidence must be
given in the form of testimony by a qualified
person.
Developing a working knowledge of the
Rules of Evidence is a natural step for the
CPA and is essential to the practice of foren
sic accounting. This knowledge embraces
such concepts as—
A The ability to distinguish among best,
primary, and hearsay evidence.
A The discovery process.
A The proper foundation for expert testi
mony.
A Causation.
A Meeting a burden of proof and know
ing when to shift the burden.
A WORKING DEFINITION

The practice of forensic accounting is the abil
ity to identify, collect, analyze, and interpret finan
cial and accounting data and information;
apply the relevant data and information to a
legal dispute or issue; and render an opinion.
CPAs are the only professionals “licensed” to
do this. It is a strength unique to CPAs that
should be developed and exploited.
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